MEMORANDUM

To:  Members of the Permanent Subcommittee on Investigations

From: Senator Carl Levin, Subcommittee Chairman
Senator Tom Coburn, Ranking Member

Date;  September 20, 2012
Re:  Offshore Profit Shifting and the U.S. Tax Code

1. EXECUTIVE SUMMARY

On September 20, the Permanent Subcommittee on Investigations of the U.S. Senate
Homeland Security and Government Affairs Committee will hold a hearing examining how
multinational corporations (MNCs) headquartered in the United States transfer intellectual
property and the profits that they generate, to offshore jurisdictions and avoid U.S. taxes.

The hearing will focus on some of the weaknesses and loopholes in certain tax and
accounting rules, in particular transfer pricing, Subpart F, Section 956 of the U.8. Tax Code, and
FASB accounting standard APB 23. It will also examine the practices of two large U.S.-based
multinational high technology companies, using them as case studies to identify some of the
structures and transactions that many U.S.-based MNCs use to shift billions of dollars worth of
assets developed in the United States and profits offshore to avoid U.S. taxes; improve the
appearance of their corporate balance sheets; and in some cases are de facfo repatriating the
untaxed profits back to the United States, contrary to the intent of U.S. tax policy.

A. SUBCOMMITTEE INVESTIGATION

For a number of years, the Subcommittee has reviewed how U.S. citizens and
multinational corporations have misused and at times violated tax statutes and regulations and
accounting rules to shift profits and valuable assets offshore to avoid U.S. taxes. The
Subcommittee inquiries have resulted in a series of hearings and reports.! Most recently, the
majority staff of the Subcommitiee issued a report on how U.S. multinational corporations used
the funds they repatriated under the Homeland Security Investment Act. 2 Each of the reports
proposed a number of recommendations on how to stem the flow of profits and tax income to

offshore tax havens.

! See e.g., U.S. Senate Permanent Subcommittes on [nvestigations, “Fishiail, Bacchus, Sundance, and Slapshot:
Four Enron Transactions Funded and Facilitated by U.S. Financial Institutions,” 8.Prt. 107-82 (Jan. 2, 2003);
“Repatriating Offshore Funds: 2004 Tax Windfall for Select Multinationals,” S.Prt. 112-27 (Oct. 11, 2011); “Tax
Haven Abuses: The Enablers, The Tools and Secrecy,” S.Hrg 109-797 (Aug. 1, 2006); “Tax Haven Banks and U.S.
Tax Compliance,” S.Hrg. 110-614 (July 17 and 25, 2008); “Tax Haven Banks and U.S. Tax Compliance: Obtaining
the Names of U.S. Clients with Swiss Accounts,” S.Hrg. 111-30 (Mar. 4, 2009).

2J.8. Permanent Subcommittee on Investigations, “Repatriating Offshore Funds: 2004 Tax Windfall for Select
Multinationals,” S.Prt. 112-27 (Qct. 11, 2011). )
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The September 20 hearing is a continuation of the Subcommittee’s review of those
matters. The Subcommittee undertook a review of transfer pricing, deferral, Subpart F of the
Internal Revenue Code and related regulations, and accounting standards governing offshore
profits and the reporting of tax liabilities. Building upon information collected in previous
inquiries, the Subcommittee sent surveys and issued document subpoenas to a number of MNCs
headquartered in the J,S. and their auditing firms. In addition to reviewing the survey responses
and the subpoenaed material, Subcommittee staff interviewed a number of corporate '
representatives and tax professionals, as well consulted with government and academic experts
on international tax issues. This memorandum provides an overview of certain tax provisions
and an accounting standard related to offshore profits and the recording of tax liabilities. It also
provides two case studies: (1) a study of how Microsoft Corporation uses structures and
practices to shift and keep profits offshore; and (2) a study of Hewlett-Packard’s “staggered
foreign loan program” devised to de facto repatriate offshore profits to the United States, without
paying U.S. taxes, to pay for their operations in the U.S.

B. FINDINGS AND RECOMMENDATIONS
Findings. The Subcommittee’s invesiigation has found the following.

1. Tax Incentives to Shift Profits Offshore. Current weaknesses in the tax code’s
transfer pricing regulations, Subpart F, and Section 956, and in the Financial Accounting
Standards Board’s (FASB) accounting standard, APB 23 relating to deferred tax liabilities on
permanently or indefinitely invested foreign earnings, encourage and facilitate the shifting of
intellectual property and profits offshore by multinational corporations headquartered in the
United States.

2, Ambiguity in Accounting Standard APB 23. Ambiguities in accounting standard
APB 23 create the potential for companies to manage their earnings by avoiding reporting U.S.
tax ligbilities for foreign profits, thercby improving the appearance of their financial statements
to shareholders and investors. The financial reporting benefits of APB 23 encourage MNCs to
move and keep their businesses and earnings offshore.

3. Aggressive Transfer Pricing. Microsoft Corporation has used aggressive transfer
pricing transactions to shift its intellectual property, a mobile asset, to subsidiaries in Puerto
Rico, Trcland, and Singapore, which are low or no tax jurisdictions, in part to avoid or reduce its
U.S. taxes on the profits generated by assets sold by its offshore entities.

4, Offshoring Profits, From 2009 to 2011, by transferring certain rights to its
intellectual property to a Puerto Rican subsidiary, Microsoft was able to shift offshore nearfy $21
billion, or almost half of its U.S. retail sales net revenue, saving up to $4.5 billion in taxes on
goods sold in the United States, or just over $4 million in U.S. taxes each day.

5. Check-the-Box and the CFC Look-Through Rule Undermine Subpart K. In
FY2011, Microsoft Corporation excluded an additional $2 billion in U.S. taxes on passive
income at its offshore subsidiaries, relying on the “check-the-box” regulations and the controlled
foreign corporation (CFC) “look-through” rule, which have undermined the intent of the tax
code’s Subpart F to prevent the shifting of passive CFC profits to tax havens to avoid U.S. tax.




6. Short Term Offshore Loans, Since at least 2008, Hewlett Packard Co. has used
billions of dollars of intercompany offshore loans to effectively repatriate untaxed foreign profits
back to the United States fo run their U.S. operations, contrary to the intent of U.S. tax policy.

7. Auditor Reliance. HP’s auditor, Ernst & Young, knew that the company had setup a
structured loan program to obtain billions of dollars in continual, alternating loans each year
from two offshore entities and used those offshore funds to run its U.S. operations, but continued
to support HP’s view that those offshore funds had not been repatriated to the United States and
were not subject to taxation.

Recommendations. Reforms are needed to eliminate tax loopholes and tighten tax
~ provisions that encourage U.S. multinationals to transfer and keep intellectual property and
profits offshore.

I. Reform Tax Provisions that Encourage Offshoring of Profits. Reform tax code
Sections 482 and 956 regarding transfer pricing and offshore loan practices, and the check-the-
box and CFC look-through rules, that encourage U.S. multinationals to transfer and keep profits
offshore and untaxed.

2. Issue APB 23 Guidance. FASB should re-evaluate whether the indefinite reversal
exception to ABP 23 is being used by multinationals to manipulate their earnings reports, and
issue additional guidance or resfrictions to clarify how the standard should be applied.

3. Use Anti-Abuse Rules. The IRS should make greater use of its anti-abuse rules to
stop offshore schemes and transactions that substantively violate the intent of the code, but are
structured to appear to meet the most technical reading of, the tax code rules governing the
taxation of offshore income.”

II. Overview

A. U.S. Corporate Taxation

U.S. corporations are taxed at up to a 35% statutory rate on their worldwide income. The
U.S. corporate tax rate, which is among the highest in the world, was cited by some companies
as an incentive to look for methods to reduce their tax burdens. Some multinational corporations
have indicated that they are reluctant to bring offshore funds back to the United States is due in

part to the high statutory tax rate.

This statutory tax rate can be reduced, however, through a variety of mechanisms,
including tax provisions that permit multinationals to defer U.S. tax on earnings of their
controlled foreign corporations (CFC)® until those carnings are brought back to the United States
or repatriated as a dividend, This concept is known as “deferral.” Deferral of tax on foreign

I26 U.S.C. § 957(a) (2004) states: :
“the term ‘controlied foreign corporation’ means any foreign corporation if more than 50 percent
of —
(1) the total combined voting power of all classes of stock of such corporation entitled fo vote, or
(2) the total value of the stock of such corporation, is owned (within the meaning of section
958(a)), or is considered as owned by applying the rules of ownership of section 958(b), by United
States shareholders on any day during the taxable year of such foreign corporation.”
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income is restricted under Subpart F of the Internal Revenue Code. Subpart F is often referred to
as an “anti-deferral” regime. It is only active income of a CFC that may be deferred until
repatriated, but passive income carned by a CFC such as royalties, dividends and interest is
currently subject to T.S. tax and reportable under Subpart F regardless of whether the earnings

have been repatriated.

Deferral creates incentives for 1.S. firms to leave funds offshore in countries with low
tax rates. It provides MNCs with an incentive to put their earnings in low-tax countries and to
avoid Subpart F income and increase their after-tax profits.

As the U.S. federal debt has continued to grow and now surpasses $16 trillion, the U.S.
corporate tax base has continued to decline. According to a report prepared for Congress:

“At its post-WWI peak in 1952, the corporate tax generated 32.1% of all federal tax
revenue, In that same year the individual tax accounted for 42.2% of federal revenue,
and the payroll tax accounted for 9.7% of revenue. Today, the corporate tax accounts for
8.9% of federal tax revenue, whereas the individual and payroll taxes generate 41.5% and
40.0%, respectively, of federal revenue.”?

This decline in corporate tax revenue is due in part to the shifting of mobile income offshore.

4 “Reasons for the Decline in the Corporate Tax Revenues” Congressional Research Service, Mark P. Keightley,
December 8, 2011, p.1; “Tax Havens and Treasure Hunts,” Today’s Economist, Nancy Folbre, April 2011,
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B. Income Shifting

Because of the benefits of deferral, loopholes associated with Subpart F, and accounting
standard APB 23, MNCs have an increased incentive to move income offshore to low or no tax
jurisdictions. “There is empirical evidence that U.S. multinational corporations shift income to
fow-tax foreign jurisdictions,” according to a 2010 report by the Joint Committee on Taxation.
Current estimates indicate U.S. MNCs have more than $1.7 trillion in undistributed foreign
carnings and keep at least 60% of their cash overseas.®

$ 7/20/2010, Joint Committee on Taxation, “Present Law and Background Related to Possible Income Shifting and

Transfer Pricing,” (JCX-37-10), at 7.
® 5/16/2012, IP Morgan, “Global Tax Rate Makers,” at 1; see also 4/26/11, Credit Suisse, “Parking Earnings

Overseas.”




The chart below lists some of the MNCs with foreign cash balances greater than $5
billion and exhibits the magnitude of profits moved offshore by some of the largest, most
successful U.S. corporations. Nearly all of the MNCs listed in the chart keep most of their cash
in foreign jurisdictions, Some, including Pfizer and Hewlett-Packard, keep close to 100% of
their cash offshore.
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A number of studies show that multinational corporations are shifting mobile income out
of the United States into Jow or no fax jurisdictions, including tax havens such as Bermuda and
the Cayman Islands.” In one 2012 study, a leading expert in the Office of Tax Analysis of the

7 See, e.g., 6/5/2010, Jane Gravelle, “Tax lavens: Infernational Tax Avoidance and Evasion,” Congressional
Research Service, at 15 (citing multiple studies).




U.S. Department of Treasury found that foreign profit margins, not foreign sales, are the cause
for significant increases in profits abroad. He wrote:

“The foreign share of the worldwide income of U.S. multinational corporations (MNCs)
has risen sharply in recent years. Data from a panel of 754 large MNCs indicate that the
MNC foreign income share increased by 14 percentage points from 1996 to 2004. The
differential between a company’s U.S. and foreign effective tax rates exerts a significant
effect on the share of its income abroad, largely through changes in foreign and domestic
profit margins rather than a shift in sales. U.S.-foreign tax differentials are estimated to
have raised the foreign share of MNC worldwide income by about 12 percentage points
by 2004. Lower foreign effective tax rates had no significant effect on a company’s
domestic sales or on the growth of its worldwide pre-tax profits. Lower taxes on foreign
income do not seem to promote ‘competitiveness,’®

Also corroborating these findings is the chart below, which shows that foreign profits of
U.S. CFCs significantly outpace the total GDP of some tax havens,””

Table 4.U.S.Foreign Company Profits Relative to GDP :
Small Countries on Tax Haven Lists ' ;

_Profits of U.S. Controlled Corporations

 Country - A - ... as a Percentage uf_GDE
Bahames . ol o433 .
_' Earhados : ; o : o . .. 13.2
Bermuda 3 o _ . . o .645.?
British Virgin lslands L34
. Cayman'lslands : : _ : :_' . : N E"546.?
..”:Guermey : ' X _' : 112
o Jemsey U R T D S 383
Liberia = - B T B
':Maita -': : :_ ' | d.S _ =
Marshall lands .. 3398
Maunhus : ‘ - | .ﬁ 42
Netherland Antilles o - _. | 89

- Source: CRS calkulations, see text

§ 2/2012, Harry Grubert, “Foreign Taxes and the Growing Share of U.S. Multinational Company Income Abroad:
Profits, Not Sales, are Being Globalized,” Office of Tax Analysis Working Paper 103 at 1.

? 6/5/2010, Jane Gravelle, “Tax Havens: International Tax Avoidance and Evasion,” Congressional

Research Seivice, at 14. ‘




C. Transfer Pricing.

A major way that MNCs shift profits from high-tax to low-tax jurisdictions is through the
pricing of §oods and services sold between affiliates. This concept is known as “transfer
pricing.” " Principles regarding transfer pricing are codified under Section 482 of the Internal
Revenue Code and largely build upon the principle of arms length dealings. IRS regulations
provide various economic methods that can be used fo test the arm’s length nature of transfers
between related parties.

There are several ways in which assets or services are transferred between a U.S. parent
and an offshore affiliate entity: an outright sale of the asset; a licensing agreement where the
economic rights transferred to an affiliate in exchange for a licensing fee or royalty stream; sale
of services or a cost sharing agreement; and an agreement between related entities to share the
cost of developing an intangible asset, which typically includes a “buy-in” payment.’ Of these
approaches, “licensing and cost-sharing are among the most popula1 and controversial.”!
Generally, legal ownership is not fransferred; instead economic ownership of certain specified

rights to the property is transferred,

One way that income shifting occurs is when a MNC sells or licenses the foreign rights to
intangible assets developed in the U.S. to its subsidiary in a low-tax country. For example, a
U.S. parent may license the economic rights of its intellectual property to a subsidiary located in
Bermuda, a subsidiary which, in many cases, was created for that purpose. Once the foreign
subsidiary owns the nghts the profits derived from the technology become those of the
subsidiary, not the parent."

The license payment made by the subsidiary to its parent is taxable income, but the parent
has an incentive to set the price as low as possible. If the price paid is low compared to future
profits generated by the license rights, less income is taxable to the parent and the subsidiary’s
expenses are lower. Thus, the U.S. parent has successfully shifted taxable profits out of the
_ United States to Bermuda, where no corporate taxes apply.

The Joint Committee on Taxation has stated that a “principal tax policy concern is that
profits may be artificially inflated in low-tax countries and depressed in high-tax countries
through aggressive transfer pricing that does not reflect an arms-length result from a related-

: 3314 ¢ s H
party transaction. In the case of U.S. multinationals, one study suggested that about half the
difference between profitability in low-tax and high-tax countries, which could arise from

10 «¢[Tlransfer pricing’ is the system of laws and practices used by countries to ensure that goods and services
transferred between related companies are appropriately priced, based on market conditions, such that profits are
correctly reflected in each jurisdiction.” 7/20/2010, Joint Cominitice on Taxation, “Present Law and Background
Related to Possible Income Shifting and Transfer Pricing,” (JCX-37-10), at 7.

! A buy-in payment is an initial contribution for the development already and undertaken and future payments for
the continued development of the intangible assets. 5/16/2012, JP Morgan, “Global Tax Rate Makers,” at 20,

2 5/16/2012, 1 Morgan, “Global Tax Rate Makers,” at 20.

B Under U.S. tax rules, the subsidiary must pay “arm’s length” prices for the rights, which means the subsidiary
would have to pay the same amouni for the asset that an unrelated third party would pay for the rights.

W 7/20/2010, Joint Committee on Taxation, “Present Law and Background Related to Possible Income Shifting and
Transfer Pricing,” (JCX-37-10), at 5.




artificial income shifting, was due to transfers of intellectual property (or intangibles) and most
of the rest through the allocation of debt.”"® A Treasury Department study conducted in 2007
found the potential for improper income shifting was “most acute with respect to cost sharing
arrangements involving intangible property.”'®

Valuing intangible assets at the time they are transferred is complex, often because of the
unique nature of the asset, which is frequently a new invention without comparable prices,
making it hard to know what an unrelated third party would pay for a license. According to one
recent study: '

“Many multinationals appear to be centralizing many of their valuable IP [intellectual
property] assets in low-tax jurisdictions. The reality is that 1P rights are easily fransferred
from jurisdiction to jurisdietion, and they are often inherently difficult to value.”!”

The inherent difficulty in valuing such assets enables MNCs using aggressive transfer pricing
practices to artificially increase profits in low tax jurisdictions. The Economist has described
these aggressive transfer pricing tax strategies as a “big stick in the corporate treasurer’s tax-
avoidance armour;,f.”18 Certain tax experts, who had previously served in senior government tax
positions, have described the valuation problems as insurmountable.'® The valuation problems
are due in part because, in many cases, the assets transferred offshore are not traded on the open
market, and therefore cannot be pegged to any comparable, third party transaction prices.
Rather, the prices are typically based on estimates devised by the companies themselves.

Because of these challenges, the IRS has increased scrutiny of transfer pricing practices,
instituting a number of initiatives to address the problem by increasing resources and expertise.
Transfer pricing disputes with the IRS sometimes involve billions of dollars over the question of
how to value transferred intangibles and in some instances have resulted in settlements with the
government, For example, in one 2006 settlement agreement, GlaxoSmithKline agreed to pay
the IRS approximately $3.4 billion to resolve a long-running transfer pricing dispute. Despite
the success that it has had in settling some transfer pricing cases, however, the IRS has lost
significant litigated cases in this area as well.?

13 61512010, Jane Gravelle, “Tax Havens: International Tax Avoidance and Evasion,” Congressional Research
Service, at 8 {citing 3/2003, Harry Grubert, “Intangible Income, Intercompany Transactions, Income Shifting and the
Choice of Locations,” National Tax Journal, vol. 56.2, at 221-42).

1 7/20/2010, Joint Committee on Taxation, “Present Law and Background Related to Possible Income Shifting and
Transfer Pricing,” (JCX-37-10), at 7 {ciiing U.S. Depariment of the Treasury, “Report to the Congress on Earnings
Stripping, Transfer Pricing and U.S. Income Tax Treaties,” November 2007),

7 5/16/2012, P Morgan, “Global Tax Rate Makers,” at 1.

182008, Alfredo J. Urquidi, “An Iniroduction to Transfer Pricing,” New School Economic Review, vol. 3.1 at 28
{citing “Moving Pieces,” The Economist, 2/122/2007).

¥ 3/20/2012, Patrick Temple-West, “IRS Forms ‘SWAT Team’ for Tax Dodge Crackdown,” Reuters.

2 gee, e.g., Xilinx, Inc, v. Commissioner, 398 ¥.3d 1191, 1197 (2010); Veritas Seftware Corp. v. Comimissioner, 133
T.C. 297 (2009).




D. SubpartF

In a recent research report, JP Morgan expressed the opinion that the fransfer pricing of
intellectual pr operty “explains some of the phenomenon as fo why the balances of foreign cash
and foreign earnings at multinational companies continue to grow at such impressive rates.” 2

The Subcommittee’s investigation has found that multinationals have used transfer
pricing to move intangible assets to CFCs in tax havens or low tax jurisdictions while they
attribute expenses to their U.S. operations, thereby lowering their taxable income at home. Once
the CFCs have the economic rights to the intangibles, they frequently sublicense those rights and
charge license fee or royalties to their lower tier related entities. By engaging in such
sublicensing arrangements, the CFCs located in low or no tax jurisdictions obtain passive income
from their fower-tiered related entities, moving the MNC’s mobile income to those tax havens.,

Subpart F is aimed at reducing deferral, so that passive or mobile income received in tax
havens or low tax jurisdictions is taxed umnedlately It was enacted to deter U.S. taxpayers
from using tax haven CFCs to accumulate earnings that could have been accumulated in the
United States.” “[S]ubpart F generaliy targets passive income and income that is split off from
the activities that produced the value in the goods or services generating the income,” according
to the Treasury Department’s Office of Tax Policy.” Although deferral of U.S. tax is
permissible for active, foreign business operations, it is not permitted for passwe, inherently
mobile income such as royalty, interest, or dividend income under Subpart F.? Certain
regulations and temporary statutory changes have undercut the application of Subpart F, however,
which is discussed below.

Subpart F of the Internal Revenue Code was enacted by Congtess in 1962, Prior to its
enactment, in circumstances somewhat similar to the situation in the United States today, “the
country faced a farge deficit and the Administration was worried that U.S. economic growth was
slowing relative to other industrialized countries. Administration policymakers became
concerned that U.,S, multinationals were shifting their operations offshore in response to the fax

2 5/16/2012, IP Morgan, “Global Tax Rate Makers,” al 2 (based on research of SEC filings of over 1,000 reporting
1ssuers)

2 sgubpart F applies to certain income of ‘controlied foreign corporations’ (‘CFCs’). A CFC is a foreign
corperation more than 50% of which, by vote or value, is owned by U.S. persons owning a 10% or greater interest in
the corporation by vote (‘1L.S. shareholders’). ‘ULS. persons’ inciudes 1.8, citizens, residents, corporations,
partnerships, trusts and estates. If a CFC has subpart F income, each U.8. sharcholder must currently include its pro
rata share of that income in its gross income as a deemed dividend.” 12/2000, Office of Tax Policy, “The Deferral
of Income Earned through U.S. Controlled Foreign Corporations,” Depariment of Treasury, at xii.

B See Koehring Company v. United States of America, 583 F.2d 313 (7th Cir. 1978). 12/2000, Office of Tax Policy,
“The Deferral of Income Earned through U.S. Controlled Foreign Corporations,” Department of Treasury, at xii.
12/2000, Office of Tax Policy, “The Deferral of Income Earned through U.S. Controlied Foreign Corporations,”
Depariment of Treasury, at xil.

26 U.S.C. §954(c) (2010).
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incentive provided by deferral.”®® The Kennedy Administration proposed to tax current forelgn
earnings of subsidiaries of MNCs and offered tax incentives to encourage investments at home.”

In the debates leading up to the passage of Subpart F, President Kennedy stated in an
April 1961 tax message:

“The undesirability of continuing deferral is underscored where deferral has served as a
shelter for tax escape through the unjustifiable use of tax havens such as Switzerland.
Recently more and more enterprises organized abroad by American firms have arranged
their corporate structures aided by artificial arrangements between parent and subsidiary
regarding intercompany pricing, the transfer of patent licensing rights, the shifting of
management fees, and similar practices which maximize the accumulation of profits in
the tax haven as to exploit the multiplicity of foreign tax systems and international
agreements in order to reduce sharply or eliminate completely their tax liabilities both at
home and abroad.”*

Although the Kennedy Administration initially proposed to end deferral of for e;gn source
income altogether, a compromise was struck instead, which became known as Subpart E.%”
Subpart F was designed in substantial part to address the tax avoidance techniques being utilized
today by U.S. multinationals.

E. Check-the-Box Regulations and the CFC Look-Through Rule

Check-the-box tax regulations issued by the Treasury Department in 1997, and the CFC
Look-Through Rule enacted by Congress as a temporary measure in 2004, have reduced the
effectiveness of the anti-deferral rules of Subpart F and have further facilitated the increase in
offshore profit shifting, which has gained significant momentum over the last 15 years. On
January 1, 1997, without any statutory direction, Treasury put its new check-the-box regulations
into effect.”® Treasury stated at the time that the regulations were designed to simplify tax rules
for determining whether an entity is a corporation, a ;)artnership, a sole proprietorship, branch or
disregarded entity (DRE) for federal tax purposes.” The regulations eliminated a multi-factor
test in determining the proper classification of an entity in favor of a simple, elective "check-the-

8 5/4/2006, Paul Qosterhuis, “The Evolution of International Tax Policy- What Would Larry Say?” The Laurence
Neal Woodworth Memorial Lecture in Federal Tax Law and Policy, at. 2.

7 5/4/2006, Paul Oosterhuis, “The Evolution of International Tax Policy- What Would Larry Say?” The Laurence
Neal Woodworth Memorial Lecture in Federal Tax Law and Policy, at. 2 {citing 1/11/1962, John F. Kennedy,
“Annual Message to Congress on the State of the Union,” 1963, 1 Pub. Papers, at 13-14).

281961, John F. Kennedy, “President’s Recommendations on Tax Revision: Hearings Before the House Ways and
Means Committee,” in Richard A. Gordon, Tax Havens and Their Use by United States Taxpayers — An Overview,
(2002), at 44, .

* 5/4/2006, Paul Qosterhuis, “The Evolution of International Tax Policy- What Would Larry Say?” The Laurence
Neal Woodworth Memorial Lecture in Federal Tax Law and Policy, at 3.

*® No federal statute required or called for the issuance of the check-the-box regulations at the time they were issued.
Many years later, when questions were raised about whether the Treasury Depariment had exceeded its anthority in
issuing the check-the-box regulations, the federal courts held that the Treasury Department had the necessary
authority to issuc a new interpretation of the longstanding statutory definitions of corporation and partnership in the
tax code. See, e.g., Littriello v. United States, No, 304CV-143-H (W.D. KY, May 18, 2005), affirmed 484 F.3d 372
(Sixth Circuit 2007), cert. den., 128 S, Ct, 1290 (U.S. 2008).

1 26 C.F.R. §301,7701-1 throngh 301,7701-3 {1997).
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box” regime. Treasury explained that the rules were intended to solve two problems that had
developed for the IRS, Domestically, the rise of limited liability companies (LLCs) had placed
stress on the multi-factor test, which determined different state and federal fax treatment for
them, Internationally, entity classification was dependent on foreign law, making IRS
classification difficult and complex. Check-the-box was intended to eliminate the complexity
and uncertainty inherent in the test, allowing entities to simply select their tax treatment.*

The regulations, however, had significant unintended consequences and opened the door
to a host of tax avoidance schemes. Under Subpart F, passive income paid from one separate
legal entity to another separate legal entity — even if they were both within the same corporate
structure — was immediately taxable. However, with the implementation of the check-the-box
regulations a U.S, MNC could set up a CFC subsidiary in a tax haven and direct it to receive
passive income such as interest, dividend, or royalty payments from a lower tiered related CFC
without incurring Subpart F income. The check-the-box rule permitted this development,
because it enabled the MNC to choose to have the lower-tiered CFC disregarded or ignored for
federal tax purposes. In other words, the lower tier CFC, although it is legally still a separate
entity, would be viewed as part of the CFC shell and not as a separate entity for tax purpose.
Therefore, for tax purposes, any passive income paid by the lower tier separate entity fo the
higher tier CFC subsidiary would not be considered as a payment between two legally separate
entities and, thus, would not constitute Subpart F income. The result was that the check-the-box
regulations enabled multinationals for tax purposes to ignore the facts reported in its books —
which is that it received passive income.

Recognizing this inadvertent problem, the IRS and Treasury issued Notice 98-11on
February 9, 1998, reflecting concerns that the check-the-box regulations were facilitating the use
of what the agencies refer to as “hybrid branches” to circumvent Subpart F. “The notice defined
a hybrid branch as an entity with a single owner that is treated as a separate entity under the
relevant tax laws of a foreign country and as a branch (i.e., DRE) of a CFC that is its sole owner
for 1.S. tax purposes.”® The Notice stated: “Treasury and the Service have concluded that the
use of certain hybrid branch arrangements [described in Examples 1 and 2 of the Notice] is
contrary to the policies and rules of subpart F. This notice announces that Treasury and the
Service will issue regulations to address such arrangements.”* On March 26, 1998, Treasury
and IRS then proposed regulations to close the loophole opened by the check-the-box rule.

“The issuance of Notice 98-11 and the temporary and proposed regulations provoked
controversy among taxpayers and members of Congress.”> On July 6, 1998, the IRS reversed
course, withdrew Notice 98-11, and replaced the proposed regulations with Notice 98-35, The
check-the-box loophole was Ieft open.

2 See, e.g., 10/3172011, “Check-the-Box and Hybrids: A Second Look at Elective U.S. Tax Classification for
Foreign Entities,” Kennan Mullis, Tax Notes, http://www taxanalysts.com/www/features.nsf/ Articles/
58D8A337S5CEECCD185257931.0055EB9B?OpenDocument. ‘

3 7120/2010, Joint Committee on Taxation, “Present Law and Background Related to Possible Income Shifling and
Transfer Pricing,” {JCX-37-10), at 48.

1161998, IRS Notice 98-11, at 2,

3% 7/20/2010, Joint Committee on Taxation, “Present Law and Background Related to Possible Income Shifting and
Transfer Pricing,” (JCX-37-10, at 49,
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Because the check-the-box rule was a product of Treasury regulation with no statutory
basis, proponents urged Congress to enact supporting legislation. In 2006, Congress eliminated
related party passive income generally from subpart F when it enacted Section 954(c)(6) on a
temporary basis. This Section was enacted without significant debate as part of a larger tax
bill.*® It provided “look-through” treatment for certain payments between retated CFCs, and
granted an exclusion from Subpart F income for certain dividends, interest, rents and royalties
received or accrued by one CFC from another related CFC. One article noted:

“Section 954(c)(6) came into the law somewhat quietly, through an oddly named piece of
legislation (the Tax Increase Prevention and Reconciliation Act of 2005, or TIPRA, which
was enacted in May 2006). Section 954(c}(6) had earlier passed the Senate and the House as
part of the American Jobs Creation Act of 2004, but was then dropped without explanation in
conference. When it reemerged one-and-a-half years later in TIPRA it did not attract huge
preenactment attention, and when finally enacted, its retroactive effective date surprised
some taxpayers,”’ .

The 2006 statutory look-through provision expired after December 31, 2009, but was
retroactively reinstated for 2010, and extended through 2011, by the Tax Relief, Unemployment
Insurance Reauthorization, and Job Creation Act of 2010, enacted on December 17, 2010,

F. Section 956 — Short Term Loan Loophole

Beyond the transactions and corporate structures that some multinationals employ to
exploit loopholes in the offshore tax statutes and regulations in order to shift assets and profits
offshore and avoid U.S. taxes, some multinationals, in consuitation with their auditors, have also
devised methods to return offshore profits to the United States without paying U.S. tax. MNCs
have accomplished this objective by exploiting gaps and ambiguities in the statutes and
regulations that govern the taxation of offshore profits that are returned to the United States.

Generally, the foreign profits of a CFC of a U.S. corporation are not subject to U.S. tax
until the CFC transfers those profits to a related entity in the United States, generally through the
distribution of a dividend. In addition, if a CFC uses its foreign profits to make certain
investments in the United States, the investinent is considered to be a “deemed dividend,” and
the U.S. parent of the CFC is subject to U.S. income tax for its share of that deemed dividend.?®
Section 956 of the Internal Revenue Code identifies the types of investments in “United States
property” that are considered to be deemed dividends and subject to U.S, tax.*

*® Tax Increase Prevention and Reconciliation Act of 2005, Pub. L. No. 109-222, § 103(b)(1) (2006).
7 4/23/2007, “The New Look-Through Rule: W(h)ither Subpart F?” David Sicular, Tax Notes, at 359.
38 “Every person who is a United States shareholder under section 951(b) owning stock in a controiled foreign
corporation on the last day of the foreign corporation’s taxable year shall include in gross income a pro rata share of
the corporation’s increase in earnings invested in United States property for such year as determined under section
956(a)(2).” Rev. Rul. 89-73, 1989-1 C.B, 258 (1989). '
* 26 U.S.C. § 956(c) (2007) states:
“(1) In general.--For purposes of subsection (a), the term “United States property” means any

property acquired after December 31, 1962, which is--

(A) tangible property located in the United States;

(13) stock of a domestic corporation;

(C) an obligation of a United States person; or

13




Under Section 956, a loan made by aCFCto a related U.S. entity 13 consndered to be an
investment in property and is a deemed d1v1dend that js subject to U.S. tax.*® The section also
contains a number of exclusions and limitations.*! Short term loans made by a CFC to.a related
U.S. entity are excluded from the rule if they are repaid within 30 days and all of the loans made
by the CFC throughout the year are outstanding for less than 60 days in total for that year,*?

Other features and interpretations of the rule further exacerbated the loophole created by
the shoit term loan exclusion. In guidance that it issued to the rule, the IRS stated that only loans
that were outstanding at the close of a CFC’s quarter would be subject to analysis of whether
they were deemed dividends under Rule 956. If a CFC made a loan to a refated U.S. entity that
initiated and concluded before the end of the CFC’s quarter, it would not be subject to the 30 day
{imit nor would it be subject to the aggregate 60 day limit for the fiscal year. In addition, the IRS
declared that the limitations on the length of loans applied separately to each CFC of a
company.” So when viewed in the aggregate, all of the loans issued by all of the CFCs of a U.S.
parent could be outstanding for more than 60 days in total.

These exclusions, which were created by Treasury and had no statutory direction,
weakened Section 956 and made it possible for a U.S. company to structure a set of offshore
CFCs with different fiscal years and quarter ends and orchestrate a series of loans fiom those
CFCs covering an entire year without ever exceeding the 30 or 60 day limits or extending over a
CFC’s guarter end. The resulting loans could provide a continual flow of offshore profits to the
U.S. parent that would not be subject to U.S. tax, effectively circumventing a fundamental tenet
of U.S. tax policy and the specific intent of Rule 956 -- that the offshore proﬁts ofaU.S.
corporation should be taxed when repatrlated back to the United States.**

(D) any right to the use in the United States of--

(i) a patent or copyright,

(if) an invention, model, or design (whether or niot patented),

(iii) a secret formula or process, or

(iv) any other similar right,

which is acquired or developed by the controlled foreign corporation for use in the United States.”
" Gee 26 U.S.C. § 956(c)(1)(C) (2007); Treas. Reg. § 1.956-2T(d)(2). The size of the decmed dividend is the
average amount of the CFC’s loan that is outstanding at the end of each quarter over the CFC’s tax year.
1 See 26 U.S.C. § 956(c)(2) (2007).
2 See IRS Notice 88-108; and General Logal Advisory Memorandum (GLAM) 2007-016. By limiting the length of
an individual loan and Hmiting the total number of days in a year that all loans from a CFC could be outstanding, the
RS hoped to prevent a company from structuring a series of short term loans in a way that would effectively be a
long term [oan and a source of untaxed offshere profits. Due to the credit shortage that resulted from the financial
crisis in 2008, the IRS issued Notices that for the three tax years beginning after December 31, 2008 and before
 December 31, 2010, the 30/60 day limits on short term loans was increased to 60/180 day Himits, See IRS Notice
2008-91; IRS Notice 2009-10; and IRS Notice 2010-12,
2 v“Because each controlled foreign corporation may meet the less than 180 day requirement with respect to
obligations of related United States persons outstanding during different days of the taxable year, obligations of the
same related United States person may qualify for the exclusion pursuant to Notice 2008-91 if they are held by more
than one controlled foreign corporation and that, in the aggregate, remain outstanding for 180 or more days during
the taxable year.” General Legal Advisory Memorandum (GLAM), “Application of Notice 2008-91 1o Section
956(a)(1), AM-2009-13, {Oct. 19, 2009). As noied above, for the three tax years beginning after December 31, 2008
and before December 31, 2010, the 30/60 day limits on short term loans was increased to 60/180 day limits. The
General Lepal Advisory Memorandum cited here was issued while the longer 60/180 day limits were in effect.
“ See LR Rep. No. 1447 (1962). According to the ITouse Report of the Revenue Act of 1962, which
adopted section 956, an objective of section 956 was “to prevent the repatriation of income to the United
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The IRS has stated it will apply anti-abuse rules to assess offshore CFC loans to ensure
they do not circumvent the law and has identified some of the standards it will apply, including:

Whether the loans provided by different CFCs were independent of each other,

Whether repayment of each loan by a U.S, borrower was a separate, independent
transaction, and that the U.S. borrower was not dependent upon a loan from one CFC to
repay the loan of another CFC.

Whether a principal purpose of creating, organizing and funding a CFC was to indirectly
provide a loan to a U.S. related entity through another CFC.

Whether the loans were made and repaid in separate, independent transactions.*

The IRS has also indicated that it will make decisions based on the particular facts and
circumstances of each loan. Legal precedent shows that the IRS and courts have been willing to
invalidate offshore loan programs that attempt to circumvent Section 956°s restrictions by using
serial short ferm loans to bring a continual flow of untaxed offshore funds into the United

States. 6

G. APB 23: Deferred Tax Liabilities on Permanently or Indefinitely
Invested Foreign Earnings

Another incentive to shift or keep profits offshore is provided by an accounting standard
known as APB 23, recently renamed ASC 740-30-25."7 APB 23 permits U.S. multinationals to
defer recognition of tax liability on foreign earnings for financial reporting purposes so that
earnings are not reduced by the tax liability if they affirmatively assert that their foreign earnings
are permanently or indefinitely reinvested. In 2011, more than 1,000 U.S. multinationals made
such an assertion in their SEC filin §s reporting in total that more than $1.5 tritfion is or is
intended to be reinvested offshore.

APB 23 presumes that all undistributed earnings of a subsidiary (including all earnings of
a foreign subsidiary) will be transferred to the parent entity, will be included in its consolidated

States in a manner which does not subject it to U.S. taxation. This objective also accounts for some of the

features of this provision, which deny tax deferral where funds are brought back and invested in the Uniled

States in a manner which does not otherwise subject them to U.S. taxation.” H.R. Rep. No. 1447 (1962), at

58. “[Sjection 956 is intended to prevent the tax-free repatriation of earnings even in circumstances that

would not otherwise constitute a dividend distribution.” Rev, Rul, 89-73, 1989-1 C.B. 258.

26 CF.R. § 1.956-17 (1988). Rev. Rul. 89-73, 1989-1 C.B, 258 (1989). General Legal Advisory Memeorandum
{GLAM), “Application of Notice 2008-91 to Section 956(a){1),” AM-2009-13, {Oct. 19, 2009).

*® See, e.g., Jacobs Engineering Group, Ine. v. United States, 79 AFTR 2d 97-1673 (DC Cal. 1997), affirmed
without public opinion, 168 F.3d 499 (9th Cir. 1999)(court ruled against taxpayer, finding that twelve short-term
Toans from CFC really funciioned as a long term loan lasting over two years); Rev, Rul. §89-73 (1989-1 C.B. 258)
{(indicating two rollover loans between a CFC and U.S. parent, when separated by an unduly brief period such as twe
months, would be viewed as a single, long term loan).

47 APB 23 was issued in 1972 by Accounting Principles Board with Opinion No. 23, Accounting for Income Taxes —
Special Areas. FASB recently codificd APB 23 under Accounting Standards Codification (ASC) -- Accounting for
Income Taxes, Special Areas (ASC 740-30-25).

8 9/2012, Pricewaterhouse Coopers Tax Accounting Services, “Deferred Taxes on Forelgn Earnings: A Road Map,”

at 4 [citations omitted].
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income, and will be recognized immediately as a tax expense for financial accounting purposes.
Under the rule, this presumption of transfer to the parent (or repatriation in the case of a foreign
subsidiary) may be overcome, and no income taxes shall be accrued “if sufficient evidence
shows that the subsidialy has invested or will invest the undistributed earnings indefi nitely
This standard requires that the reznvestment of the undistributed foreign earnmgs will, in
essence, be permanent in duration.”® This exception is sometimes referred to as “indefinite
reversal.” To be entitled to it, a parent entity “shall have evidence of specific plans for
reinvestment of undistributed earnings of a subsidiary which demonstrate that remittance of the
earnings will be postponed indefinitely.” > “In practice, evidence to overcome the presumption
includes working capital forecasts and plans for long-term liquidity, capital improvements, and
mergers and acquisitions (Ernst & Young 2007). »52

3549

Tssuers are required to disclose the amount of reinvested foreign earnings in their annual
Form 10-K, filed with the Securities and Exchange Commission (SEC), in the notes to their
financial statements.” Tssuers use a variety of phrases in their SEC filings to meet the APB 23
disclosure requirement. For example, some U.S. multinationals assert that their foreign earnings
are “deemed to be permanently reinvested” while others assert that their earnings are considered
to be “indefinitely reinvested.”>

APB 23 is an intent-based accounting standard. An APB 23 assertion is basically a claim
by a corporation about both its currently reinvested foreign earnings and a forecast about its
intention to reinvest future foreign earnings. Because subjective judgment is involved in making
the assertion, corporations can use APB 23 as a tool for earnings management. Essentially,
corporations can avoid recording future tax liabilities for foreign earnings in their financial
statements simply by characterizing those earnings as permanently or indefinitely reinvested
abroad. In addition, because corporate management can easily change corporate investment
plans, auditors may encounter difficulties in evaluating management claims regarding a plan to
reinvest foreign earnings. It is also difficult to disprove an intent to reinvest those earnings.

Outside of codifying the rule, FASB, which is responsible for setting the APB 23
standard, has not produced additional written guidance for the accounting profession or corporate
community on what evidence an issuer must show or maintain in order to make an assertion, nor
has it provided written guidance on the duration of the reinvested earnings. FASB staff adv1sed
the Subcommittee that FASB also has not provided informal guidance on either of these topics. >

“ ASC 740-30-25-3 and 740-30-25-17.

*® 2009, Thomas D. Schuliz and Timothy Fogarty, “The Fleeting Nature of Permanent Reinvestment: Accounting
for the Undistributed Earnings of Foreign Subsidiaries,” Advances in Accounting, incorporating Advances in
International Accounting, at 1{2.

' ASC 740-30-25-3 and 740-30-25-17.

% 62009, Thomas D). Schultz and Timothy Fogarty, “The Fleeting Nature of Permanent Reinvestment: Accounting
for the Undistributed Earnings of Foreign Subsidiaries,” Advances in Accounting, vol 25.1, at 113,

3 See Form 10-K items 8 and 15; S-X Article 4-08(h)(3).

1 6/2009, Thomas D. Schuliz and Timothy Fegarty, “The Fleeting Nature of Permancnt Reinvestment: Accounting
for the Undistributed Earnings of Foreign Subsidiaries,” Advances in Accounting, vol 25.1, Appendix A,

%5 Subcommittee briefing by FASB (6/19/2012).

16




H. APB 23 Used As A Tool to Manage Earnings

By increasing the amount of foreign profits asserted as indefinitely or permanently
reinvested offshore, U.S. multinationals are able to increase their financial earnings by avoiding
the reporting of increased tax liability on their financial statements, improving their earnings
picture. A 2004 academic study documents that permanently reinvested earnings reflect
“investment and tax incentives but, most notably, finds that amounts rféported as PRE
{permanently reinvested earnings] are also used to manage earnings.”

A later study, conducted in 2012, observed: “Anecdotally, MNCs strongly favor the
Indefinite Reversal Exception because it avails them of the ability to consistently report higher
earnings and lower effective tax rates, all else equal.”®’ The study also noted: “A tax director of
a Fortune 500 firm described the Indefinitc Reversal Exception [APB 23] like crack, once you
start using it, it’s hard to stop.”>®

Michelle Hanlon, an MIT professor who has been conducting research for several years
regarding APB 23, co-authored a 2010 academic study that analyzed survey responses from
nearly 600 tax executives regarding the importance of the tax expense deferral allowed under
APB 23 in their corporate decisions.” The study found significant evidence of the importance of
the APB 23 assertion, indicating that avoiding financial accounting income tax expense on
financial statements was “as important as avoiding cash income taxes when corporations decide
where to locate operations and whether to repatriate foreign earning,”®® The study further
reported that “60 percent of the respondents indicate that they would consider bringing more
cash back to the U.S. even if it meant incurring the U.S. cash taxes upon repatriation, if their
companty had to record financial accounting tax expense on those earnings regardless of whether
they repatriate,®'”

L. Magnitude of Offshore Earnings

Over the last several years, the amount of permanently reinvested foreign earnings
reported by U.S. multinationals on their financial statements has increased dramatically. The
chart below reflects “the past ten years of permanently reinvested (i.e., unremitted, undisiributed,
etc.) foreign eamings for each company in the S&P 500,” and demonstrates undistributed foreign
carnings have increased by more than 400%.%

%8 1/2012, Jennifer Blouin, Linda Krull, and Lestie Robinson, “Where in the World Are ‘Permanently Reinvested’
Foreign Earnings?” at 6 (citing Krull, “Permanently Reinvested Foreign Earnings, Taxes, and Earnings
gianagemem,” The Accounting Review, 79(3), at 745-767 (2004)).

id. at 12, :

38
1d.
%% 3/2011, John Graham, Michele Hanlon, and Terry Shevlin “Real Effects of Accounting Rules: Evidence from

Multinational Firms® Invesiment Location and Profit Repatriation Decisions,” Journal of Accounting Research, vol.
49,1,

®1d. at 137.

o 1d.

2 4/26/2011, Credit Suisse, “Parking Earnings Overseas,” at 3.

17




Exhibit 2: Undistributed Foreign Eamings, 2001-2010, S&P 500!
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The Credit Suisse data used in the chart also indicated that “JtJhe 34 companies with more than
$10 billion in undistributed earnings ha[d] a total of $805 billion in earnings parked overseas,”
representing nearly 64% of the total for the S&P 500.%% 1n addition, “a] recent study by Blouin
et al. (2012) examines the composition of earnings that U.S. MNCs have designated as
permanently reinvested abroad. The study finds 94 percent is located in affiliates with lower tax
rates than the U.S. and that a substantial &ortion of these permanently rcinvested earnings (PRE)
appears to be held in cash (42 percent).”® Previous evidence collected by the Subcommittee
suggests that much of these foreign earnings may be held and invested in the United States. Of
27 multinationals surveyedby the Subcommittee in connection with a 2011 investigation, “on
average, 46% of their tax-deferred offshore funds were held in U.S. bank accounts and invested
in U.S. assets, such as U.S. Treasuries or shares of unrelated U.S, corpora‘tions.”65 The fact that
nearly half of these “offshore” funds were found to be sitting in a U.S. bank account or invested
in U.S. assets raises questions time about their description as permanently or indefinitely

reinvested overseas.

6
Id. at 6.
% 2/20/2012, Alexander Edwards, Todd Kravet, and Ryan Wilson, “Permanenily Reinvested Earnings and the

Profitability of Foreign Cash Acquisitions,” at 1.
% 1J.8. Permanent Subcommittee on Investigations, Majority Staff report, “Repatriating Offshore Funds: 2004 Tax

Windfall for Select Multinationals,” S.Pri. 112-27 (Oct. 11, 2011)at 61.
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III. Microsoft Case Study

The Microsoft case study offers insight into the elaborate structures and practices utilized
by one U.S. multinational corporation to shift and keep profits offshore through the use of
transfer pricing, controlled foreign corporations (CFCs), and reliance on the check-the-box
regulations and the CFC look-through rute.®

A, Background

Founded in 1975, Microsoft is a leading technology firm that generates revenue by
developing, licensing, and supporting a wide range of products and services related to
computing, In Fiscal Year 2011, Microsoft employed over 90,000 people worldwide (54,000 in
the United States), and reported revenues of over $69 billion.

Microsoft was incorporated in the state of Washington on June 25, 1981, reincorporated
in the state of Delaware on September 19, 1986, and reincorporated in the state of Washington
on November 1, 1993. Bill Gates, the well-known co-founder of the firm, serves as Chairman of
Microsoft’s Board of Directors, with Steven Ballmer serving as its Chief Executive Officer.

Of Microsoft’s approximately 94,000 employees in FY 2011, 36,000 were in product
research and development, 25,000 in sales and marketing, 18,000 in product support and
consulting services, 6,000 in manufacturing and distribution, and 9,000 in general and
administration. Microsoft does over 85% of its research and development in the United States.

Mictrosoft’s business is operated in five segments: Windows & Windows Live Division,
Server and Tools, Online Services Division, Microsoft Business Division, and Entertainment and
Devices Division. The products and services developed and offered by these divisions include
the Windows operating system, the Bing internet search engine, the Microsoft Office suite, and
the Xbox 360 gaming console and supporting software, among others.

B. Microsoft’s Global Structure

Beginning in the 1990s, Microsoft began establishing a complex web of interrelated
foreign entities to facilitate international sales and reduce U.S. and foreign tax. Microsoft
established three regional operating centers in low tax jurisdictions, first in Ireland, then
Singapore and Puerto Rico. Microsoft Ireland is responsible for retail sales to Europe, the
Middle East and Africa, Singapore is responsible for retail sales in Asia, and Puerto Rico is
responsible for retail sales in North and South America, including the United States. Microsoft
makes efﬁgts to maximize profits held in these three operating centers in order to reduce its tax
liabilities.

Cost Sharing. Most of Microsoft’s revenues are aftributable to its high-value intellectual
property, including patents and copyrights related to Microsoft Windows and Microsoft Office.
Microsoft has three main groups of intellectual property: retail software, which includes the sale
of Microsoft preducts directly to consumers, to box stores such as Best Buy, and the sale of

% The information in this case study is taken from surveys, interviews, and document reviews conducted by the
Subcommittee. Microseft cooperated with the Subcommitiee’s investigation.
¢ Subcommittee briefings by Microsoft (3/28/2012 and 8/31/2012).
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enterprise licenses to government entities and businesses; web products such as Microsoft Bing;
and original equipment manufacturing, which licenses Microsoft products to computer
manufacturers who pre-install Microsoft on the devices they sell. Microsoft products are
primarily developed in the United States. - In 2011, over $7.8 billion out of a total research
budget of $9.1 billion was spent on tesearch and development in the U.S. Microsoft received
$200 million in U.S. tax credits for conducting this research in the United States. Despite the
research largely occurring in the United States and generating U.S. tax credits, profit rights to the
intellectual property are largely located in foreign tax havens.

In order to transfer intellectual property rights from the U.S. group to foreign
subsidiaries, Microsoft and the regional operating centers engage in a worldwide cost sharing
agreement. As part of this cost sharing agreement, Microsoft pools its worldwide research and
development expenses, which totaled $9.1 billion in FY2011. The participating entities each pay
a portion of the research and development cost based on the entity’s portion of global revenues. )
For instance, Microsoft’s Irish operating centers account for roughly 30% of the company’s
global revenue, so the Irish entities contribute 30% of the cost of research and development to
the global cost share pool. Microsoft’s Puerto Rico operating center contributes 25% of the
research and development costs, Microsoft Singapore contributes another 10%, and Microsoft
U.S. contributes the final 35%.7° In exchange for their contributions, Microsoft Ireland,
Microsoft Singapore, and Microsoft Puerto Rico each obtain the right to sell retail products'in
their respective regions of the world. The contribution from Microsoft U.S. grants it the right
license Microsoft products to manufacturers.

Production and Distribution. Once Microsoft’s intellectual property rights are
transferred offshore, the legal entities obtaining the rights do not directly sell Microsoft products.
In fact, the rights holders often do not even manufacture the products. In Ireland and Singapore,
the economic rights are immediately relicensed to a different Microsoft subsidiary, ata
substantial mark up, which then manufactures the products. Once the product is manufactured, it
is then sold to a combination of affiliated and third party entities, who then sell Microsoft’s
products to customers. The method of production and distribution in each region is discussed

below.

C. Puerto Rico

Microsoft’s Puerto Rican regional operating center is run by a legal entity called
Microsoft Operations Puerto Rico (MOPR). MOPR is a wholly owned Microsoft CFC which
maintains a production facility in Puerto Rico and is responsible for the manufacturing and
replication of retail software. Microsoft products are primarily developed in the United States.

% Tn the case of Microsoft, it is imporiant to note that only the intellectual property’s economic rights, the right to
profit from the inteltectual property, is transferred offshore. Legal ownership of the inteHectual property, including
the right to legally enforce patent protections, remains in the United States.

® When entities first join a cost share arrangement they must make a “buy-in” payment spread out over several
years, to compensate the rights holder for the value of the intellectual property that has already been developed. The
approximate buy-ins for each entity were: Microsofl Asia Island Limited (MATL) $4 billion; Microsoft Operations
Puerto Rico (MOPR) $17 billion; and Microsoft Iretand Research (MIR) $7 billion.

™ The portion of Microsoft’s business responsible for licensing Microsoft produets to manufacturers that pre-
installation Microsoft software is operated primarily out of the United States. This business is known as Original

Equipment Manufacturing,
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The rights to sell Microsoft retail products in the United States and the rest of North and South
America are then transferred to MOPR by means of a cost sharing agreement. MOPR then
makes digital and physical copies of the Microsofi products and sells them back to several
Microsoft subsidiaries located in the United States, and those subsidiaries then sell the products
to American consumers, Through this process, Microsoft is able to greatly reduce its U.S. tax
bill. Microsoft shifts about 47% of the gross revenues from U.S. sales to its operations in Puerto
Rico, which is not subject to U.S. tax laws and instead levies a tax of just 1-2% on Microsofl.

History of Puerto Rico Entity. The current Microsoft Puerto Rico facility replaced a
facility established in 1991 by Microsoft under section 936 of the Internal Revenue Code.
Section 936 was created to encourage U.S. manufacturing in Puerto Rico. The 936 entity was a
branch of Microsoft US, rather than a CFC, and owned no intellectual property rights. This
branch operated until 2005 when Section 936 was phased out by Congress.

In response to the elimination of Section 936, Microsoft established a new Puerto Rico
CFC, MOPR, in 2005. A brand new facility was built for MOPR, and the entire staff from the
old Puerto Rican facility, as well as some equipment, was transferred to MOPR. The new CFC
entered into a cost share agreement with the U.S. group to produce and sell retail products in the
North and South America beginning in 2006. A buy-in payment was paid by MOPR to the U.S.
group in order to compensate for the existing value of Microsoft’s intellectual property. This
buy-in was calculated based on an actual value theory, and paid over 9-10 years based on actual
revenues. MOPR also pays 25% of Microsoft’s global R&D annual expenses, a reflection of the
percentage of global sales attributable to the Americas region.

Microsoft chose to establish MOPR with funds from a wholly-owned Irish affiliate,
Round Island One, This decision ultimately gave ownership of MOPR {o Microsoft’s Irish
group. To effectuate this plan, the U.S, group established two entities. Microsoft created MOPR
as well as a Bermuda entity called MACS Holdings (MACS) to serve as the sole owner of
MOPR. Afier the entities were established, ownership of MACS was transferred from the U.S.
group to the Irish incorporated entity, Round Island One, in a non-taxable {ransaction under
section 368 of the Internal Revenue Code. MOPR was seeded with $1.6 billion in equity
funding, supplied by its Irish parent, which paid for the construction of the Puerto Rican
manufacturing facility and MOPR’s obligation under its research and development cost share
agreement. MOPR ran deficits during its first two years of operations, after which time it
generated enough income to pay its obligations.

Current Puerto Rican Operations. At MOPR, copies of Microsoft software are
manufactured and duplicated for consumer sale. Its manufacturing activities include making
copies sold to large enterprise customers such as the U.S. government as well as individual
consumers. MOPR sells the individual copies to entities in the United States as part of a
distribution agreement. Under the distribution agreement, the U.S. entities purchase the products
in Puerto Rico, transport them to the United States mainland, and then sell them to customers.
The U.S. entities retain 53% of the-gross profits and sends the remaining 47% to MOPR in
Puerto Rico where it is taxed at a pre-negotiated rate of around 2%.

This structure is not designed to satisfy any specific manufacturing or business need;
rather, it is designed to minimize tax on sales of products sold in the United States. In 2011,
MOPR paid Microsoft U.S. $1.9 billion as part of MOPR’s cost sharing obligations. MOPR then
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reported $4 billion in profits in 2011, which was taxed at 1.02%. The 177 employees of the
Puerto Rico entity, therefore, earned MOPR about $22.5 million per person. At the same time,
MOPR employees made an average salary of $44,000 a year, commensurate with the skills they
contributed rather than with the accumulated profits being stockpiled in what served as a low tax
jurisdiction for Microsoft. By routing its manufacturing through a tiny factory in Puerto Rico,
Microsoft saved over $4.5 billion in taxes on goods sold in the United States during the three
years surveyed by the Subcommittce. By this measure, Microsoft uses MOPR to avoid over $4

million in 1.S. taxes each day.

D. Ireland and Singapore

Microsoft also utilizes entities in Ireland, Bermuda, and Singapore in its efforts to shift
profits out of the United States and avoid U.S. and international taxes. While over 85% of
Microsoft’s research and development takes place in the United States, the profits from that
intellectual effort are transferred out of the United States and shifted into tax havens.

Ireland. Microsoft coordinates all of its consumer product sales for Europe, the Middle
East, and Africa (EMEA), out of a group of entities in Ireland. One key entity called Microsoft
Ireland Research (MIR) is a cost share participant with Microsoft Corporation, sharing 30% of
the costs of Microsoft’s world-wide research and development expenses in exchange for the right
to sell finished products in EMEA. MIR, which is located in Ireland, is a wholly-owned
disregarded CFC of Round Island One, a wholly owned Microsoft CFC which operates in
Ireland but is headquartered in Bermuda. The bulk of the research and development that MIR
helps finance is performed in the United States at Microsoft Corporation, with MIR responsible
for conducting less than 1% of the company’s total R&D.

In 2011, as part of MIR’s obligations under the global cost share agreement, it paid the
U.S. parent $2.8 billion in exchange for the rights to sell Microsoft products in EMEA.
However, MIR does not actually manufacture or sell any products to customers. Rather it
licenses its intellectual property rights for $9 billion to another wholly-owned, disregarded
subsidiary called Microsoft Ireland Operations Limited (MIOL). MIOL has a similar function to
Microsoft’s Puerto Rico facility; it manufactures copies of Microsoft products and sells them to
120 distributers in foreign countries. MIOL is a wholly owned disregarded CFC of MIR. MIOL
has about 650 employees in Ireland.

Microsoft utilizes these structures to transfer economic rights to the intellectual property
developed by American engineers to a small MIR office in Dublin which has about 390
employees. MIR’s chief function is to then license those rights to a wholly owned subsidiary,
MIOL. For this role, MIR reported $4.3 billion of profits in 2011, with an effective tax rate of
7.2%. This income equates to about $11 million of profit per employee. MIOL, in turn,
manufactured copies of the Microsoft products and sold them to 120 distribution entifies in
EMEA countries, after which final sales to consumers was made. In 2011, for its role, MIOL
reported profits of $2.2 billion, or about $3.3 million per employee, and an effective tax rate of
7.3%. No U.S. Subpart F tax is paid on any of the $9 billion license payment from MIOL to
MIR. No U.S. taxes are paid because, under the check-the-box regulations, MIOL was
designated as a disregarded entity of MIR, meaning that license payments made by MIOL to
MIR are ignored -- for tax purposes they are not considered to be payments between separate
entities.
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Singapore. Microsoft coordinates ifs Asian sales of consumer products through a group
of entities located in Singapore. The Asian group enters into a global cost share agreement via
an entity called Microsoft Asia Island Limited. Despite its name, Microsoft Asia Island Limited
(MAIL) is located in Bermuda and shares 10% of the costs of Microsofi’s global research and
development pool. MAIL has no employees and conducts no research and development
activities.

In 2011, as part of MAIL’s obligations under the global cost share agreement, it paid $1.2
billion to the U.S parent in exchange for the right to sell Microsoft products throughout Asia.
MAIL is a shell company that does not manufacture or sell any products. Rather, MAIL licenses
its rights directly to a Singapore entity, Microsoft Operations Pte. Ltd (MOPL), for $3 billion,
MOPL then duplicates the Microsoft products and sells them to distribution entities around Asia.
MAIL and MOPL are both wholly owned disregarded CFCs owned by Microsoft Singapore
Holdings Pte. Ltd..

Prior to MAIL’s founding in 2003, the Singapore group, via MOPL, licensed Microsoft’s
products directly from Microsoft U.S., without participating in a cost share agreement.”’ When
MAIL entered into the cost share agreement with Microsoft U.S. in 2004, MOPL terminated its
license agreement with Microsoft U.S. and entered into a license agreement with MAIL. MAIL
received funding to enter into the cost sharing through a contribution from its parent, Microsoft
Singapore Holdings Pte. Ltd., which itself is a wholly owned CFC of Microsoft U.S.

MAIL’s sole function is to participate in Microsoft’s global cost share pool, then
sublicense the acquired intellectual property to MOPL. MAIL has no employees, yet reported
$1.8 billion in earnings in 2011, and had an effective tax rate of 0.3%. I 2011, MOPL
generated $4.8 billion in revenues from the sale of Microsoft products, reporting a profit of $592
million with an effective tax rate of 10.6%. MOPL has 687 employees, and earns about
$862,000 per employee.

E. Subpart F Avoidance

Microsoft also utilizes its complex web of subsidiaries to avoid the 1.S. taxation of
passive income under Subpart F. Under the Internal Revenue Code, passive income, such as
royalty income, earned by foreign affiliateés of U.S. companies is subject to immediate taxation in
the United States and is ineligible for deferral. However, when royalty income is paid by or
between two entities that are disregarded for U.S. tax purposes under the check-the-box and CFC
look-through rules, the taxation envisioned under Subpart I is not triggered. Through its
network of disregarded offshore entities, Microsoft was able to reduce its 2011 U.S. tax bill by
$2.43 billion. This total is primarily due to the avoidance of taxation on royalty payments
between MIOL and MIR, two wholly owned disregarded subsidiaries of Round Island One.

" Due 1o restrictions in local laws, Microsoft Kerea Inc, and Microsoft China Company cach license the rights to
Microsofl products directly from the U.S. parent. In 2011, Microsefl Korea paid license fees of $228 million and
Microsoft China paid license fees of $178 million.
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IV. Hewlett-Packard Case Study

The Hewlett-Packard case study provides an example of how one U.S. muitinational
devised lean schemes to return offshore profits to the United States without paying U.S. tax, by
leveraging perceived gaps and loopholes in Section 956 of the Internal Revenue code.

A. Background

Hewlett-Packard is a leading global provider of information technology infrastructure,
software, services, and solutions to individual consumers, small-and medium-sized busmesses
and large enterprises, including customers in the government, health and education sectors.” It
incorporated in Delaware as of May 1998, and is headquartered in Palo Alto, California, b

Hewlett-Packard operations are organized into seven business segments:  the Personal
Systems Group, Services, the Imaging and Printing Group, Enterprise Servers, Storage and
Networking, HP Software, HP Financial Services, and Corporate Investments.”

' As of October 31, 2011 Hewlett-Packard employed about 350,000 employees
worldwide.”® However, as a result of a restructuring plan announced May 2012 and designed to
take effect by the end of fiscal year 2014, Hewlett-Packard expects approximately 27,000
employees to exit the company by the end of fiscal year 2014.”

Apploxzmatelg' 65 percent of Hewlett-Packard’s net revenue is derived from sales outside
of the United States.”® As of October 31, 2011, Hewlett-Packard had regional headquarters in
Houston, Miami, Geneva, Smgapcn e, Tokyo, and Mississauga.” Tn addition, as of October 31,
2011, Hewlett-Packard had 17 major product development, manufacturing, and HP labs outside
of the United States.*

In fiscal year 201 1, Hewlett-Packard had net revenues of $127. 2 billion, up 1% year-
over-year. It had a cash flow from operations of $12.6 billion, up 6% year-over-year.® Its cash
and cash equivalents as of October 31, 2011, totaled $8.0 billion, a decrease of $2.9 billion from
an October 31, 2010 balance of $10.9 billion.* Meg Whitman serves as the current Hewlett-
Packard President and Chief Executive Officer.

2 The information in this case study is taken from surveys, interviews, and document reviews conducted by the
Subcommittee. Hewleit-Packard cooperated with the Subcommittee’s investigation,

™ Hewlett-Packard, Annual Report on Form 10k for the Fiscal Year Ended Oct. 31, 2011 at 2-3 (2012).
*1d. at 3.

" 1d.at 12.

*1d. at 23.

" Hewlett-Packard, Quarterly Report on Form 10-Q for lhe Quarter Ending April 30, 2012 at 73 (2612).
® Hewlett-Packard, Annual Report on Form 10k for the Fiscal Year Ended Oct. 31, 2011 at 23 (2012).
“1d. at 41.

*1d.

¥ 1d. at 2,

2 1d. at 47.
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B. HP’s Loan Scheme — De Facto Repatriation

Beginning in approximately 2003, HP initiated a loan program, funded with its overseas
cash, to provide funding for its U.S. operations.83 This loan program, from at least 2008, appears
to have been used as a way to de facfo repatriate billions of dollars each year to the United States
to fund most of HP’s U.S. operations, and provide those operations with economic use of the
company’s foreign earnings without a formal dividend distribution that would be taxable.

Since 2008, HP’s U.S. parent has used loan funding primarily from two offshore entities
under its control: the Belgian Coordination Center (BCC) located in Belgium, and the Compaq
Cayman Holding Corp. (CCHC) located in the Cayman Islands.*® BCC basically works as an
internal bank for HP. It receives deposits from HP’s other offshore entities and makes and
" receives loans to and from those entities.>® CCIIC is an entity that HP acquired when it merged
with Compag Computers. CCHC does not have any active operations, but has what HP
characterized as a “stagnant pool” of cash available primarily for lending to HP’s U.S.
operations. Over the years, loans by these two entities have provided billions of dollars to fund
general operations for HP in the United States, including payroll and HP share repurchases.

Internal HP documents obtained by the Subcommittee indicate that the lending by these
two entities was essential for funding HP’s U.S. operations, because HP did not otherwise have
adequate cash in the United States to run its operations. For example, in 2009, HP held $12.5
billion in foreign cash and only $0.8 billion in U.S. cash and projected that in the following year
that it would hold $17.4 billion in foreign cash and only $0.4 in U.S. cash.*’” This pattern of
keeping most of HP’s cash offshore and obtaining loans from its offshore entities to fund its 1.S.
operations was also carried out in eatlier years,®

In 2008, HP began what it called its “staggered” or “alternating” loan program, That
program replaced the previous HP loan program. The new loan program basically was designed
to allow HP’s internal treasury department -~ through the use of BCC and CCHC -- to
continuously obtain offshore loans without interruption to HP’s U.S. operations without those
loans being deemed a dividend and triggering taxation under Internal Revenue Code Section 956.
Under Section 956, a Joan made by a controlled foreign corporation (CFC) to a related U.S,
person is normally considered an investment in U.S. property and the loan amount is included in
the income of the U.S. shareholder as a deemed dividend subject to U.S. tax, unless an exception
applies. HP’s Tax Director, Lester Ezrati, told the Subcommittee that Section 956 did not apply
to the “staggered loan” program, however, because HP technically met the temporary or short
term lending requirements of Section 956, in that, the lenders did not loan over their quarter ends
and the loans were repaid within the time restriction periods set out in Section 956, Mr. Ezrati
explained farther that HP followed the U.S. Treasury guidelines and ensured that the two entities
did not commingle funds and thus were independent for the purposes of the Section.

® Subcommittee interview of Lester Ezrati (9/8/2012).
¥ Subcommittee interview of Beth Carr (9/14/2012).
:5 Subcommiitee interview of Lester Ezrati (9/8/2012).
6
Id.
¥ Hewlett Packard Company, “Historical APB 23 Summary,” HP-0083962.
8 Sce 6/8/2006 internal HP email, “Questions on Cash,” HP-0146380.
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Although Mr., Ezrati asserted that BCC and CCHC made independent loans to HP and

that the loans fell within the “technical” requirements so as not to trigger Section 956, internal
HP documents indicate that the “staggered loan” program was coordinated by HP’s treasury
department, and systematically and continuously funded HP’s U.S, operations with billions of
dollars yearly since at least 2008, and likely before then.® The length and the nature of the
program was described in HP’s internal audit workpapers for 2011 as follows:

“The new ‘Staggered’ loan program became effective on January 2, 2008, replacing the
‘quarterly’ and ‘bridge’ loan program.. HP Finance (Now Bristo] Technology) will no
longer be a ‘bridge lender,’ but a non-US cash pool. The Belgian Coordination Centre
(BCC) and Compaq Cayman Holdings Company (CCHC) are the remaining non-U.S.
cash pools lending short-term to HP Company and can alternatively lend HP Company
up to $3.2B every 45 days (currently limited to CCHC capacity and Treasury’s needs).

The following schedule defines the ‘windows’ for loans to HP Company:

From CCHC From BCC

Jan2 - Feb17 TFeb 17 -Apr2
Apr2-May 17 May17 -Jul2
Jul2 -Augl7 -Aug 17 -Oct2
Oct2 -Nov 17 Nov 17 -Jan2

... The current guidelines established by Tax and followed by Treasury are intended to
avoid the application of section 956.. Treasury has been instructed to maintain HP's three
primary non-U.S. cash pools separately.- To effectively monitor IC loans for potential
Sec. 956 exposure, co-mingling of these non-U.S. cash pools is not allowed under any
circumstances, directly or indirectly, including through combinations of deposit from
and/or lending to other related entities. ...

At the beginning of the year, the Treasury department reviews HP's cash forecast to
determine the timing and the amount of cash that will be needed in the U.S. to finance its
working capital requirements throughout the year....””"

Documents reviewed by the Subcommittee show that not only did HP forecast the use of

loans primarily issued by BCC and CCHC to fund its U.S. opeiatlons but used the loans to fund
stock repurchases, payroll expenses, and possibly U.S. acquisitions.”® In FY2010, for example,
HP’s U.S. operations borrowed between $6 and $9 bﬂhon primarily from BCC and CCHC,
without interruption throughout the first three quarters % There does not appear to be a gap of a
single day during that period where the loaned funds of either BCC or CCHC were not present in

 Hewlett Packard Company, “SOX Process Review,” HP-00065136; Subcommittee interview of Lester Ezrati
(9/8/2012); Loan Summary Spreadsheet provided by HP legal counsel.

* Hewlett Packard Company, “SOX Process Review,” HP-00065136, 00065152,
*1 U.8. cash forecasts spreadsheet provided by HP legal counsel; Subcommitee interview of John McMulien

(9/18/2012).
2 U.S. Loan Summary Spreadsheet provided by HP legal counsel.
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the United States, Moreover, a similar pattern of continuous fending appeared to be occurring
for most of the period between 2008 through 2011.

HP documents also show that from the beginning of the staggered loan program that it
intended to use such large amounts to be loaned continuously from BCC and CCHC to the
United States.” An HP power point presentation dated October 2008, for example, noted that $5
billion was available for U.S. borrowing needs from the cash pool.”® It further noted that “at any
point in time, most of the money in one foreign cash pool is loaned to the U.S.** A 2009
powerpoint presentation entitled, “Hewleit Packard Repatriation History,” notes that “HP has
increased its alternating loan pools from offshore cash pools [e.g., BCC and CCHC] by
approximately $6 billion over the last three years.””® During another portion of the presentation,
it states: “[T}he majority of our offshore cash rolls up to the BCC (Belgian Coordination Center)
cash pool, which can foan over to HPCO [U.S. operations] for 45 days within the fiscal quarter
(but not over quarter end).” A similar arrangement was set up with CCHC, which the
powerpoint presentation noted “is a stagnant cash pool with $6.65B which can be loaned to HP
for 45 days that cover the fiscal quarter end.” The presentation further described BCC’s ability
to move cash from BCC to CCHC, reflecting the coordination between the entities and said that
“essentiaily all of the repatriation strategies are ultimately funded by the BCC.”"’

The 2008 powerpoint presentation also reported that “HP’s cash generation mainly flows
from two foreign pools [BCC and CCHC).” *® It further noted that “the pools alternately-loan to
HP US for 45 day periods. This is the most important source of U.S. liquidity for repurchases
and acquisitions.”

C. Ernst & Young Auditors Approved the Loan Program

HP’s auditor, Ernst & Young (E&Y) was aware of the existence of the staggered loan
program since it was initiated in 2008, reviewing it as part of their audit of HP’s financial
statements. Similar to the position taken by HP’s tax director, E&Y took a technical view that
the loans met the timing restrictions and the lending entities met the independence requirements
of Section 956, E&Y reached this conclusion, despite the fact over the course of years HP
continuvally loaned billions of dollars regularly to HP’s U.S operations, which did not have
adequate cash on shore. Moreover, it is clear from HP documents that it structured this program
in an attempt fo circumvent the spirit of Section 956.

H#H

% Hewlett Packard Company, “Repatriation History,” HP-0083968.

*10/7/2008, Hewlett Packard Company, “Short Term Liquidity Update,” HP-0146483, 0146492.
* Id,

% Hewlett Packard Company, “Repatriation History,” HP-0083968, 8083960,

" 1d. at HP-0083972.

%8 10/7/2008, Hewlett Packard Company, “Shori Term Liguidity Update,” HP-0146483, 0146491,
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